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C.: Taxation--Ordinary and Necessary Expense--Capital Loss Distinguis
CASE COMMENTS
It is submitted, however, that interpretation of the words "or
otherwise specifically brought to the attention of the court," as
here used, may result again in confusion as to proper appellate
procedure.
H. G. U.

TAXATIoN-ORDINARY

AND NECESSARY

EXPENSE-CAPITAL

Loss

insure performance of a contract with A, B
was required to deposit United States government bonds in escrow.
Not owning bonds, B borrowed money to purchase them. After
performance, and release of the bonds, B sold them at a loss,
deducting the loss from income as a business expense. The Commissioner of Internal Revenue claimed such loss must be'shown
as a capital loss. Held, that the loss was a business expense, as a
sale of assets held for sale in the ordinary course of business. Conmissioner v. Bagley & Sewall Co., 221 F.2d 944 (2d Cir. 1955).
The principal case is the latest in a series of decisions concerning a loss incurred on resale of an asset purchased as an aid to the
purchaser's business, but not directly connected with the everyday
scope of the business.
The Internal Revenue Code provides in part as follows: "In
computing net income there shall be allowed as deductions . . .
all the ordinary and necessary expenses paid or incurred during
the taxable year in carrying on the trade of business.... ." INT. REV.
CODE OF 1939, § 23 (a) (1) (A), 53 STAT. 12 (now INT. REv. CODE
OF 1954, § 162). A capital loss results from the sale at a loss of a
capital asset, defined as ".. . property held by the taxpayer (whether
or not connected with his trade or business), but does not include
... property held by the taxpayer, primarily for sale to customers
in the ordinary course of his trade or business. . . ." INT. REv.
CODE OF 1939, § 117 (a) (1), 53 STAT. 50 (now INT. REv. CODE OF
1954, § 1221). The distinction is important, in that a corporation
can deduct a capital loss only when it offsets a capital gain, being
allowed to carry this loss forward for a five year period. INT. REV.
CODE OF 1939, § 117 (d) (1), (e) (1), as amended, 56 STAT. 842
(1942) (now INT. REv. CODE OF 1954, §§ 1211, 1212. The taxpayer
in the instant case had no capital gains to balance against a capital
loss. The court seemed to have difficulty in placing the bonds into
the exception of property held primarily for sale to customers in
the ordinary course of business, particularly in view of the fact
that the taxpayer had not previously engaged in dealings of this
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type. The basis for the decision would seem to be the intent of
the taxpayer, as evidenced by his purpose in acquiring the asset,
and his accounting and tax treatment of it. See Commissioner v.
The Hub, Inc., 68 F.2d 349 (4th Cir. 1934); Gilbert v. Commissioner,
56 F.2d 361 (1st Cir. 1932); Hogg v. Allen, 105 F. Supp. 12 (M.D.
Ga. 1952), aff'd sub nom. Edwards v. Hogg, 214 F.2d 640 (5th Cir.
1954); Charles A. Clark, 19 T.C. 48 (1952); Western Wine &-Liquor
Co., 18 T.C. 1090 (1952). In the instant case, the bonds were
carried in the general ledger in an account entitled "U.S. Gov't.
Bonds," and the interest earned was reported as income received.
This account was separate from the taxpayer's capital assets account. In the Gilbert case, where the taxpayer had taken preferred
stock as payment for services rendered, and sold it, the loss incurred
was held a business expense. The taxpayer had not treated the
stock as an investment in his accounting.
In the Edwards, Clark, and Western Wine cases, common stock
of a corporation was purchased in order to obtain a share of that
corporation's inventory, an announcement having been made that
stockholders would be given that right. Loss on resale of the
stock was held a business expense. It has been suggested that
in this situation, it should be said that the amount exceeding the
value of the unwanted asset represents additional payment for the
desired article. By treating this excess over fair market value as
a part of the cost of the inventory item, it enters into *thecomputation of income at the same time as the inventory itself. Semmel
and Stern, Tax Effect of Form in the Acquisition of Assets, 63
YArE L.J. 765 (1954). This is analogous to the decision in the
principal case. Although there is no tangible asset on which to
add the additional cost, its allowance as a business expense makes
it a cost of performing the contract.
The opinion in the instant case distinguished a prior decision
in the second circuit because there the taxpayer had treated debentures as an investment. In order to obtain a concession contract,
taxpayer was required to purchase debentures of the concessionaire
corporation. Loss on resale was held a capital loss. Exposition
Souvenir Corp. v. Commissioner, 163 F.2d 283 (2d Cir. 1947).
Further distinction was made that, unlike the Bagley & Sewall case,
the debenture transaction was related to, but not a part of, the
concession contract!
In other decisions, the intent of the taxpayer has been given
consideration. Taxpayer bought stock in a non-profit corporation,
whose objective was to aid economic recovery in the area. The
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certificate of incorporation provided that no dividends would be
paid. The slight possibility that a subscriber would get back any
part of his money was held not sufficient to deprive him of an
otherwise proper deduction. Commissioner v. The Hub, Inc.,
supra. To obtain needed supplies for its manufacturing business,
taxpayer was required to purchase capital stock of the vendor corporation. Loss on resale of the stock was held a capital loss. The
court said the record was too meager to indicate a purpose other
than that of making an investment. McGhee Upholstery Co., 12
CCH Tax Ct. Mem. 1455 (1953). The taxpayer had carried the
stock in its accounts as "Securities." The opinion intimates that
if the taxpayer had made clear an intent not to invest, the loss
would have been allowed as a business expense.
Although the cases are not absolutely clear on this point, it
would appear that in determining the applicable tax treatment,
the courts will look at the transaction as a whole, considering the
factors of intent, purpose, and tax and accounting treatment. In
the instant case, the decision was financially beneficial to the taxpayer but as stated in the dissenting opinion, the rule would have
the opposite effect if the asset increased in value during the time
it was held. On resale, the increase would be taxed as ordinary
income, not as a capital gain.
C. M. C.
TRUSTS-RIGHT TO REACH A SPENDTHRIFT TRUsT FOR MAINTE-

set up a spendthrift trust for his
son, X. P, X's wife, in a divorce proceeding received custody of
their children, and was awarded maintenance for their support.
X did not pay as ordered and P now sues to reach X's interest in
the trust. The trust in question expressly stated that no assignment
of trust funds would be valid and that neither the principal nor
the income could be reached by process of attachment, garnishment, or other legal proceeding, while in the hands of the trustees.
Held, that P was allowed to reach the trust proceeds. Seidenberg
v. Seidenberg, 126 F. Supp 19 (D.D.C. 1954).
In the leading case in favor of a claim for maintenance against
a spendthrift trust, the court said that maintenance of his family
was a fundamental duty imposed upon a husband by obligations
of humanity and the safety of society and that "property available
for the purpose of pleasure or profit should be also answerable to
the demands of justice". In re Moorehead's Estate, 289 Pa. 542,
137 A.2d 802 (1927).
NANCE OF MINOR CHILDREN.-T
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